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| EXECUTIVE SUMMARY

Forests are disappearing globally at an alarming rate. Huge amounts of emissions are released into the
atmosphere as forests are cleared to make room for other forms of land use. Deforestation and forest
degradation are the source of at least 15% to 20% of global greenhouse gas emissions IPCC, 2007; Van der
Wert, 2009). In response, in October 2010, the United States Government (USG) launched its strategy for
Reducing Emissions from Deforestation and Degradation (REDD+) and increasing carbon sequestration in
forests in developing countries. This has been followed by USAID launching its Climate Change and
Development strategy in January 2012. Both strategies support REDD+ as a method to combat global
climate change because it protects ecosystem biodiversity and helps to preserve livelihoods and welfare of
people in developing countries. The USG has pledged US$ 1 billion in “fast start financing” between 2010
and 2012 to support the development of REDD+, including assistance in promoting markets for REDD+.!

But meaningfully reducing global deforestation requires far greater investment and necessitates that the bulk
of activities be funded with various forms of private capital. Annual investment in the REDD+ sector is
currently below US$ 200 million, but the investments needed to reduce deforestation by 50% in 2030 are
estimated to between US$ 17 - US$ 28 billion annually (Eliasch, 2008). The United States Agency for
International Development (USAID) has contributed significantly to the creation and execution of the US
REDD+ Strategy through global, regional and mission-based activities. USAID commissioned this report to
identify how USG investments and policies could facilitate and catalyze private sector and public sector
investment in the buying and selling of forest carbon credits.

While the role of the USG is not to administer the REDD+ market, it can contribute to an enabling
environment that incentivizes private and public investments by promoting REDD+ country national
institutional conditions, supporting investment ready mitigation activities, providing primary capital,
increasing investment certainty, and mitigating risks. According to a recent United Nations Environment
Program study (Ward et al., 2009), existing public finance mechanisms and new mechanisms in development
can catalyze and leverage private finance for climate solutions and low carbon growth up to a 15:1 ratio.
Building upon the UNEP study and the wider evidence base for REDD+ investment, this report assesses
where and how USG agencies, can contribute to further finance markets for REDD+ and catalyze private
sector investment.

In the course of research for this report, private sector participants summarized four priority areas for USG
activities that could catalyze private investment in REDD+:

® Pay-for-Performance Purchase Facilities: Private investors will require a return to provide capital to
reduce deforestation. Returns are driven by markets which are ultimately driven by the existence of
sizeable, investment-grade (meaning a low risk of default) secondary demand for the asset created by the
investment (in this case emission reductions). Until substantial market demand is generated and becomes
self-propelling, the USG could help to fill this void by attracting private capital to the sector. Creating a
well-structured and sizeable REDD+ purchase facility could go a long way to encourage private sector
participation and investment. A REDD+ purchase facility refers to a mechanism whose role is to
purchase REDD+ verified emission reductions that cannot be sold in the market yet or provide down-
side price protection while the market is uncertain.

1 Using forests as a climate change mitigation strategy can include: buying and selling forest carbon credits in the voluntary market; the
potential to participate in any programs or opportunities that come out of the international negotiations around REDD+; and
participating in a potential market for forest carbon credits driven by either domestic, regional, or international restrictions on carbon
emissions. In this document, all of the above-described methods for exchanging forest conservation for some sort of compensation
will be referred to as REDD+.
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® Sources of Capital: In early markets without clear rules, the risks to investors are often too high and
discourage participation. However, the Overseas Private Investment Corporation (OPIC) can lower this
risk through direct financing with loans, structured debt, and fund investments. In addition, OPIC and
USAID Development Credit Authority (IDCA) can offer loan guarantees through which investor equity
capital returns can be leveraged and the risk of providing direct loans can be reduced. Donor funding and
public-private partnerships can provide development assistance to: 1) support projects and programs in
becoming “investment-grade;” and 2) create a pathway to ensure that REDD+ activities that are
following project-based accounting standards, like the Verified Carbon Standard, can be seamlessly
incorporated into the national REDD+ system with limited impact on the number of emission
reductions produced, the manner in which offset sales can occur, and the fees paid to the government.

¢ Risk Management: In many cases, REDD+ activities take place in countries that have difficulty
attracting commercial investments at scale. The USG can provide political risk coverage through OPIC,
an established mechanism that could encourage investment for REDD+ activities, but is not well known
or understood by many market participants.

® Scaling and Standardizing: The current REDD+ marketplace exists as a series of independent,
individual projects, each of which has to “re-invent the wheel” by finding committed investors,
establishing emission transaction documentation, and so forth, resulting in high transaction costs. The
USG has many tools, including institutions that set accounting, legal, and tax regulations, at hand that can
be used to standardize aspects of the REDD+ host country institutional frameworks, carbon rights
tenure, transactions processes, and accounting and legal structures.

This report gives a set of recommendations of the public funds, interventions and financial instruments that
are either already available within USG agencies and can be applied to REDD+ as is, or that can be further
developed and elaborated to efficiently and effectively catalyze new funding for private sector investment and
market-based REDD+ approaches. The detailed recommendations ate in Table 3 and Table 20 in Section 6
and in Table 21 in Appendix 1.
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2 INTRODUCTION

2.1 INTRODUCTION TO THE ASSESSMENT

The Forest Carbon, Markets and Communities (FCMC) Program is part of USAID’s efforts to support the
USG’s involvement in reducing emissions from deforestation and degradation (REDD+), a mechanism to
reduce emissions from and sequester carbon in forests and promote socio-economic and biodiversity
benefits. The purpose of the US Government’s US$ 1 billion pledge in “fast start financing” is to assist
countries in developing REDD+ plans that also reduce greenhouse gas (GHG) emissions and contribute to
sustainable livelihoods and biodiversity protection, and respect the rights of indigenous peoples, women, and
vulnerable populations. USAID launched the FCMC Program in 2011 to assist the USG, partner
governments and international stakeholders in developing these initiatives.

The importance of publically funded initiatives to catalzye private investment in the REDD+ sector cannot
be understated. Estimates from the Stern Review on the Economics of Climate Change indicate that between
US$ 17 to US$ 33 billion per year is needed to half deforestation up to 2030, and that without sources of
private capital catalyzed by public sector initiatives, REDD+ will not receive the necessary required funding
to impact climate change mitigation goals. This assessment focused on how the USG can seek to maximize
the impact of available public initiatives to leverage and catalyze private investment to meet the annual
funding needs of the REDD+ sector.

As part of the assessment, information was compiled on financial programs, instruments, and structures
within different USG agencies that could be either taken as-is, or adopted and modified, to promote REDD+
markets. The long-term success of REDD+ depends on its ability to attract private capital at scale. The
assessment provides recommendations on how USG programs and financial instruments can help to guide
and attract private capital flows and jumpstart these markets by attracting and engaging multi-source financial
structures. In general the programs and instruments evaluated as potential points of leverage included risk
management products, loan guarantees, registries, settlements and clearinghouses, audits and verification,
public and private debt issuance, public-private partnerships (PPP), equity markets, municipal finance,
emission reduction purchase agreements (ERPA), pay-for-performance based public funding, institutional
capacity development, and investment ready donor-based support.

Section 3 details the assessment methodology used to categorize various opportunities and defines these
categories as they relate to REDD+. Section 4 defines several financial instruments discussed throughout the
report as a reference tool defining basic financial terms used throughout the report. Section 5 describes USG
priorities for forest carbon finance and markets and explains the direct or indirect efforts of several USG
agencies to support REDD+ activities. Section 6 then presents the recommendations for the USG on
opportunities to promote of private finance and markets for REDD+.

2.2 BACKGROUND ON THE STAGES OF REDD+ FINANCIAL
ARCHITECTURE

Since the publication of the Meridian Report (Angelsen et al, 2009), an analysis of REDD+ as a mechanism
for emission reduction funded by the Government of Norway, much of the focus on how REDD+ will be
implemented and ultimately financed has followed the three phase approach detailed in the report:

® Phase 1: Readiness and capacity-building, accompanied by pilot and demonstration activities;
® Phase 2: Reform and implementation of national policies and REDD+ strategies; and
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® Phase 3: Pay-for-performance based on reductions in deforestation levels.

Phase 1 entails funding for public planning, organization and initial capacity-building; Phase 2 entails funding
for the implementation of national REDD+ strategies by governments; and Phase 3 entails ‘performance-
based’ funding for the implementation of concrete REDD+ projects and programs on the ground.

The United Nations Framework Convention on Climate Change’s (UNFCCC) Cancun Agreements
specifically requested developed country support, with public finance, the implementation of Phases 1 and 2
(UNEP-FI, 2011) and cited the eventual evolution of REDD+ to a system of performance-based payments
under Phase 3.

The Durban platform (UNFCCC, 2011) takes the commitment to results-based finance and markets farther
as it:

®  (alls that for developing country Parties undertaking results-based actions to obtain and receive results-
based financing, these actions should be fully measured, reported and verified and developing country
Parties should have the elements referred to in decision 1/CP.16, paragraph 71;

® Agrees that results-based financing provided to developing country Parties that is new, additional and
predictable may come from a wide variety of sources, public and private, bilateral and multilateral,
including alternative sources;

¢ Considers that, in the light of the experience gained from current and future demonstration activities,
appropriate market-based approaches could be developed by the Conference of the Parties to support
results-based actions by developing country Parties.

Experience over the last three years, has shown that there is great disparity amongst REDD+ host countries’
abilities to move through these phases, that the phases can occur concurrently in some form, and that
REDD+ host countries have varying views on systems that provide pay-for-performance or results-based
payments for verified emission reductions and systems that invite private investments and the use of markets.

A byproduct of the phased approach and the majority of funding coming from multilaterals and bilaterals to
REDD+ host countties, is that private sector investors have had a minimal role in policy development,
reference emission levels (REL) and monitoring, reporting and verification (MRV) design, and input on the
programming of public spending in the sector.

The USG can assist with all three REDD+ phases to catalyze forest carbon markets and private sector
financing via several instruments, programs and financial structures which are described in Section 6. By
incorporating viewpoints and requirements from private sector entities early on in this process, the likelihood
of large-scale involvement of commercial market participants will increase and thus will lead to a successful
international REDD+ market place that can tackle the challenges of the climate change and sustainable
development by establishing REDD+ as an attractive asset class.
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3 ASSESSMENT
METHODOLOGY

In order to evaluate USG opportunities for promoting finance and markets for REDD+ activities, this report
applies the REDD+ finance and markets enabling framework assessment methodology tool shown in Table
1. This assessment methodology tool can be used to identify challenges and map opportunities for USG
REDD+ investments and interventions. Through addressing the challenges outlined in this framework, the
USG can mobilize financing from multiple sources, including the private sector, to reduce the long-term
trajectory of forest-related emissions. The assessment was conducted through a desktop literature review and
analysis of various USG and non-USG agencies (Appendix I1I). A limited number of formal and informal
interviews were conducted to further enhance desktop sources (Appendix II).

The assessment methodology tool shown in Table 1 and applied throughout Section 6 is organized into
activities necessary to promote REDD+ Offset Supply and REDD+ Offset Demand. These activities are
further divided into key enabling requirements (quadrants) shown in Table 1. REDD+ Offset Supply
includes Institutional Platforms, and REDD+ Mitigation Activities. REDD+ Offset Demand includes
Primary Capital, and Secondary Capital. Using this assessment methodology tool, the paper arrives at a set
of immediately actionable next steps available to the USG that promote private finance and market-based
systems for REDD+. Note that in Table 1 each activity and quadrant is followed in parenthesis with the
appropriate Section number in the report for further explanation.

Table 1: REDD+ Finance and Markets Enabling Framework

REDD+ FINANCE AND MARKETS ENABLING FRAMEWORK

REDD+ OFFSET SUPPLY (3.1) REDD+ OFFSET DEMAND (3.2)
Availability of “investment-grade” multi-scale land use emission | Creating end-user need to for emission reductions,
reductions that meet end-demand requirements and ensure enabling market conditions that support primary and
stakeholder protections. secondary capital and reduce risk.
INSTITUTIONAL PLATFORMS (3.1.1) PRIMARY CAPITAL (3.2.1)
REDD+ host county policies, administrative processes, Direct funding and risk mitigation tools that support
reference emission levels (REL) and MRV, support systems, and catalyze early investments in emissions
financial/benefits mechanisms and social and environmental reductions.
soundness (SES) safeguards.
REDD+ MITIGATION ACTIVITIES (3.1.2) SECONDARY DEMAND (3.2.2)
Mitigation activities under government led programs and Activities that create end-buyers of emission
projects that are “investment-grade” and provide social and reductions as well as promote a well-functioning
environmental soundness (SES) safeguards. market.

This REDD+ finance and markets enabling framework lays out the requirements needed to promote large-
scale sustainable investment in REDD+ from both public and private soutrces of funds and to ensure rights
holder’s protections. As detailed below, supply is necessary to both produce emission reductions and to
provide private investors activities that are conducive to investment. Demand is necessary to support the
return opportunities for those providing primary capital and to provide long-term income streams to
governments, communities and private companies who produce verified emission reductions.
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3.1 REDD+ OFFSET SUPPLY

Building supply requires addressing the availability of REDD+ host-country institutional supporting systems
and investment-grade emission reductions from REDD+ activities that meet private investors’ requirements.
Measures that influence the supply side of REDD+ markets are categorized by Institutional Platforms and
REDD+ Mitigation Activities. For example, some recommendations for USG can influence the general
structure of REDD+ readiness and capacity in a host country, such as REL, MRV, administrative policies
and support systems, while other recommendations will promote REDD+ by directly supporting the
development of investment-ready mitigation activities, such as issuing insurance for REDD+ projects on the
ground.

3.1.1 Institutional Platforms

Building institutional REDD+ in host countries to support private investment and market participation
requires the government’s ability to build policy and legal frameworks, administrative processes, financial
benefit-sharing mechanisms, social and environmental safeguards (SES), and financial accounting standards.2
Each of these elements of a REDD+ institutional platform must be designed to lower risk for outside
investors but also put in place the proper incentives to promote local and region mitigations activities and
their ability to be rewarded for successful production of verified investment-grade emission reductions. The
recommendations to the USG within Section 6 deal with issues such as clear land and carbon title, REL and
MRV carbon accounting systems that support local actions within the national context, the availability of
educated staff in private sector and finance activities, law enforcement, financial infrastructure, processes and
procedures for gaining government approvals that catalyze investment.

3.1.2 REDD+ Mitigation Activities

Ensuring a sustainable supply of well-designed and measurable mitigation activities at the project (local) and
“jurisdictional” (national and subnational) levels that meets investors’ requirements is a key component in
promoting private investment. Funding support (for technical assistance and capacity development) and
tinancial return incentives have to be in place to build REDD+ projects and programs in a commercial
setting. The project must be commercially viable in order for REDD+ to compete against alternative land
uses from the project developers prospective. Furthermore, for REDD+ projects to be accepted and
implemented by local populations, the land and carbon rights must be clear and the benefits they stand to
gain must be clearly known. While a number of REDD+ projects are being developed, there are more
struggling to attract donor start-up funds, and even more that cannot meet the commercialization
requirements of private investors, let alone structure a “fair deal” with investors, which requires using
complex REDD+ financial transactions.

3.2 REDD+ OFFSET DEMAND

Both the availability of primary capital that provides key upfront private funding and end-market demand
must be in place to create scaled sources of private funding for REDD+. In the absence of market-based
federal regulation, the USG can implement instruments or programs that can have an effect on the level of
demand for emission reductions units from REDD+ activities. USG agencies can significantly impact global
demand through various instruments that mitigate risk while enhancing return. Demand can be categorized as
primary capital and secondary demand.

2 Financial accounting standards refer to having in place for all the legal entities involved in the REDD+ project the practices,
recordkeeping and audits to ensure that their financial statements reflect true and fair value of the organization and its REDD+ assets.
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3.2.1 Primary Capital

Primary market capital, i.e. direct funding for investments in REDD+, is a critical component of the demand
equation in that it provides the upfront project financing needed to implement REDD+ mitigation activities.
The USG can implement a number of activities to provide primary capital and attract more primary capital
from private investors to the sector. These can be direct funding, subsidized private funding and risk
mitigation tools that support early investments in emissions reductions. Primary capital is absolutely essential
in order to get REDD+ activities started and financed, and USG supported structures and instruments can
play a significant role in building primary capital pools.

3.2.2 Secondary Demand

Only the existence of secondary demand, to provide primary investors with ways to exit (sell or trade) their
carly investments, will ensure that sufficient amount of private capital will invest in REDD+ activities. Today,
there is a small pool of demand from voluntary buyers and emerging markets in California, Japan and
possibly Australia and South Korea (Brennan and Durschinger, 2011). But sizeable secondary demand is
necessary to attract the required private capital and make the transition from REDD+ being a niche sector in
climate mitigation to a standardized investable asset class with clearly defined parameters and quality
safeguards to attract large scale institutional investments.

Only when there is trading activity that creates enough exit opportunities (meaning there are enough potential
buyers when an investor wants to sell) will a sufficient quantity of investors engage in this sector. A high level
of liquidity also provides for sufficient price discovery, similar to the housing market where information on a
high number of comparable house sales must be available in order to determine a meaningful appraisal value.
And of course, any secondary market needs clear tax and accounting rules, and reliable execution and
contract enforcement.
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4 FINANCIAL INSTRUMENTS

One of the key goals of the USG REDD+ Strategy is to leverage capital, both public and private.
Understanding the various financial instruments and how they can provide direct funding or be used to
leverage other soutces of capital and/or reduce risk is important. Section 4 provides a basic summary of the
sources of funds and instruments for risk reduction, which will provide a foundation for the
recommendations in Section 6.

4.1 POTENTIAL TYPES OF FUNDING SOURCES FOR REDD+

The various types of potential funding sources for REDD+ listed below can support different types of
activities and come with a variety of sets of terms and conditions. In other words, not all dollars are created
equal. For example, an equity investment of US$ 5 million in a specific project or a corporate social
responsibility (CSR) buyer who enters into a US$ 5 million emission reduction purchase agreement for a
forward stream of voluntary carbon emission reductions, besides having the same notional value, will be very
different in terms of return expectations, risk aversion, required quality of the counterparty, and required co-
benefits of the delivered carbon emission reductions. The list below outlines the potential sources of funds
along with some of their key terms and conditions.

¢ Direct Loans to Projects: Bank/investor loans money to a project, the project must post collateral or
otherwise demonstrate to the bank/investor that it is able to repay the principal loan amount plus
interest. The riskier the investment, the higher the interest rate the investor requires. Factors that
influence the rate and other loan terms include country risk, technology risk, operational risk,
counterparty risk, market risk, etc.

® Direct Equity Investments: An investor takes an equity stake in a project by investing a dollar amount
in exchange for partial ownership in the underlying project operating entity. An equity investment is
riskier than debt because re-payment is not secured. But if a project is successful, the potential upside for
an equity investor is greater than for a debt investor.

¢ Pooled Equity Investments: A pool of capital in the form of a private equity fund makes an investment
in multiple projects either through direct equity investments or emission reduction purchase agreements.
Pooled equity vehicles provide the same type of investment to projects as a direct equity investments, but
due to professional nature of fund managers who can attract pools of private capital and the
diversification offered to end investors in the fund, these structures are more likely to sustainably scale as
the market grows.

¢ Green Bonds: Bonds are a form of fixed income investment. They generally have a rating and pay a
predictable return in the form of a coupon. The riskier the bond, the higher the return to attract
investors. So called green bonds or climate bonds are specifically designed to finance climate-related
activities, such as renewable energy or energy efficiency. Green bonds could be used to fund seed capital
and working capital funds.

* Emissions Reduction Purchase Agreements (ERPA): A buyer of emission reductions can enter into
an ERPA that outlines terms and conditions of the sale, including price, volume and the delivery
schedule. These ERPAs can be structured to provide upfront payments for a portion of the future
emission reductions thus providing required project finance much like an equity investment. Analogous
to the financing of power plants where the forward sales of power through power purchase agreements
are used secure financing ahead of construction.

¢ Donor Funds: Public and private funds that do not require repayment or returns. These funds can be
provided as; many forms of grants, matches to private investments, pay-for-performance emission
reductions, and pools and targeted technical assistance.
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SRI / PRI / CSR Investments: A growing number of investors look for outcomes beyond just
monetary returns from their investments. This includes foundations that make program related
investments (PRI) and mission related investments (MRI) that support the foundation’s programmatic
goals but are not part of their charitable distribution requirements. PRI and MRI are willing to take a
below market rate return (or no return, just capital repayment) for providing funding for activities aligned
with their mission. An estimated $742 million in assets are committed to PRI (The Foundation Center,
2009). For foundations that are environmentally focused and socially focused on rural communities these
PRI funds could potentially be deployed to REDD+. Beyond PRI and MRI, there are also funds that are
being deployed by corporations for corporate social responsibility (CSR) purposes. Corporations are
making commitments to be carbon neutral through purchases of forests or offering consumers options
to offset their emissions from use of products and services, called CSR. Of the purchases reported last
year for forest carbon offsets, 19.5% came from pure voluntary buyers using emission reductions to
offset their emissions (Ecosystems Marketplace, 2011). REDD+ activities can attract funding from these
investors given the positive social and environmental impacts associated with the activities.

4.2 MEANS OF RISK REDUCTION

Reducing many types of risk, including country and political risk, operational risk, counterparty risk, and
market risk can make a meaningful impact on stimulating private investment. Unlike other emission reduction
project types, REDD+ does not include technology risk per se but there are others such as natural
catastrophe. The following are some relevant risk-reducing activities for REDD+ that can be used to lower
investors risk and thus increase private capital flows to the sector.

Loan Guarantees: As described above, the riskier a loan, the higher the expected return by the lender.
Third party loan guarantees provide full or partial guarantees to the underlying lenders to lower their risk.
This results in loans provided to projects that otherwise might not have qualified and its can lower
interest payments for project proponents due to the lenders reduced risk.

Insurance:

— DPolitical Risk: Many geographic locations where REDD+ projects take place include political and
country risks too great for many investors. In addition, the nascent state of carbon related laws and
processes in most REDD+ host countries adds new political risks because of the uncertainty of how
these laws will develop and because government regimes will change over the long-term life of most
REDD+ investments. One effective way to reduce political risk for project developers and investors
is to purchase insurance that covers expropriation and breach of contract, or even political violence
insurance for places with potential unrest from war or civil conflict and where forests or agricultural
lands storing carbon could be destroyed.

— Catastrophic Risk: Natural hazards include earthquakes, windstorms, hurricanes, flooding, drought,
and wildfires. Any REDD+ project might be subject to a subset of these risks, which could be
reduced or eliminated by the project or investor by using commercial insurance.

Donor Funding: This is also listed as a source of funds above, but it is important to note that donor

funds are also as very important mechanism for lowering investors risk for REDD+.

— Start-Up Funding: Donor funding for the initial phases of REDD+ project development lowers
the cost of project implementation and therefore increases the amount of return to project
stakeholders. Furthermore, donor funding often requires broader stakeholder, community, and
government involvement increasing transpatrency, participation, and the likelihood of project success.
Finally, donor funding also requires specific reporting on project outcomes, increasing project
accountability. These factors serve to lower the operational risk of a project. Finding ways to
distribute donor funds that are directly tied to a portfolio of REDD+ activities that have direct links
to private capital, could be a valuable way to bring scale to the market and ensure social and
environmental benefits are delivered.
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— Pay-for-Performance Mechanism: The risk to the providers of primary capital is high given the
uncertain demand and price of REDD+ emission reductions in the future. As these markets grow
and mature this will change, but in the interim if government programs could pay for verified
REDD+ emission reductions at a basic floor price or provide a backstop for investors, this could
incentivize more investment in the sector to support critical early action.

e ERPA: ERPAs, while also a source of capital through payments that are made for verified tons, can also
provide risk mitigation and help to attract project financing as they support the payback of debt and
equity. Depending on the agreed upon terms and conditions, they reduce market price risk by providing a
pre-determined minimum emission reduction price. On the other hand, ERPAs could contain upside
sharing provisions so that the project can participate in higher prices at the time of delivery in case the
market for emission reduction credits goes up. Such upside sharing provisions are a good way to keep the
project incentivized to perform, as buyers share revenue with project proponents and both receive
greater financial benefits.
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5 USG PRIORITIES AND
ACTITIVIES IN REDD+ AND
FOREST CARBON

This report reviews numerous USG agencies, boards, commissions, corporations, and programs (Appendix
III) and conducted limited informal and formal interviews (Appendix II). The scope of the report is limited
to desk review and does not include specific interviews with USG agencies. Based on this review, the
following agencies have the most relevant and related priorities to REDD+ and forest carbon markets.
Section 5 provides a summary of each agency’s activities related to REDD+ and forest carbon as background
for the recommendations in Section 6.

5.1 USG REDD+ STRATEGY OVERVIEW

In December 2010, the USG announced a REDD+ Strategy as an important part of President Obama’s new
Global Development Policy and the United States’ commitment to “fast start” financing in the Copenhagen
Accord, where it could dedicate US$ 1 billion over the FY2010-2012 timeframe to REDD+ activities that
help countries to slow, halt, and eventually reverse deforestation. These activities are funded and supported
by multiple agencies, in differing ways, but will follow the overall strategic objectives of the USG strategy as
summarized below (USAID, 2010).

5.1.1 Objective I: REDD+ Architecture

USG supports the creation of international forest carbon finance and market architecture to help countries
deliver REDD+ outcomes through public and private sector activities. Specifically, USG supports the
following types of activities under this objective:

® DParticipate in selected multilateral REDD+ funds, and other international REDD+ related processes to
coordinate global efforts and ensure coherence with USG policies and approaches;

e Assessment of modalities for measuring REDD+ GHG mitigation, dissemination of best practices,
sharing of data, and access to tools for decision making, including through applied research, training,
publications, and regional and global platforms; and

¢ Strategic coordination with other donors and multilateral efforts ensuring that REDD+ finance and
carbon market efforts are transparent, mitigate financial risk, and enhance carbon and investment returns.

5.1.2 Objective 2: REDD+ Readiness

USG helps countries prepare at a national level for REDD+, pay-for-performance financing, and future
international and domestic carbon markets. Specifically, USG supports the following types of activities under
this objective:

¢ Support for REDD+ readiness activities at the local government level. This includes assistance with sub-
national REDD+ strategies, benefit sharing and safeguard systems, emissions inventories, and land use
planning and monitoring;

* Support for development of robust national greenhouse gas inventories;

* Promotion of national standards and systems for effective environmental and social safeguards for
REDD+ activities;
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* Provision of technical assistance on national legal, regulatory, and financial structures necessaty for
enabling private sector finance for low emissions development and participation in any future carbon
market; for example, to manage benefit-sharing from results-based payments;

¢ Implementation of readiness elements within a country’s national REDD+ strategy, if a strategy exists.
This might include strengthening the aspects of national forest governance, national technical
management capacity, and national land and tree tenure policies that are directly necessary to achieve
emissions reductions and sequestration at scale; and

*  Support for design and execution of national level policy reforms that change economic incentives
toward reduced net emissions.

5.1.3 Objective 3: REDD+ Demonstrations of Cost Effective and Sustainable Emissions
Reductions

USG activities seek to decrease net forest emissions at significant geographic scale with explicit linkages to
ongoing national REDD+ readiness efforts. Specifically, USG supports the following types of activities under
this objective:

® Support for large-scale pilot activities that promote sustainable economic growth, transparently monitor
and report credible emissions reductions or sequestration, and catalyze private-sector investment;

¢ Support for emissions reduction demonstrations at smaller scales; and

®  Pay-for-performance pilot projects and funds.

5.2 DEPARTMENT OF STATE

The Department of State’s strategic objectives are to develop fast start financing and bilateral climate change
and energy partnerships. US fast start finance falls under three pillars: adaptation, clean energy, and
sustainable landscapes, the last of which focuses largely on helping countries to slow, halt, and reverse
deforestation. The FY 2012 appropriations request for the Global Climate Change Initiative (GCCI) includes
a total US$ 651 million for Department of State and USAID (overseen by Department of State). Of this
GCCI funding, US$ 215 million is for adaptation, US$ 195 million is for clean energy, and US$ 241 million is
for sustainable landscapes or REDD+ related activities. Of the sustainable landscapes funds, US$ 28 million
is requested from the Department of State for the Forest Carbon Partnership Facility (FCPF) to help measure
and design REDD+ projects and leverage other donors’ funding for these initiatives, and US$ 213 million is
requested for USAID to implement the US Government REDD+ Strategy (Congressional Budget
Justification, Fiscal Year 2012).

5.3 UNITED STATES AGENCY FOR INTERNATIONAL DEVELOPMENT

USAID is leading the USG’s implementation of the GCCI with funding allocated through USAID’s
sustainable landscapes, adaptation and clean energy pillars. USAID’s sustainable landscapes funding is
dedicated to “help save tropical forests from destruction through targeted and strategic assistance”. This
targeted funding is applied to both technical programs contributing to the enhancement of the developing
international framework for REDD+ and to implementation of REDD+ projects and programs. USAID is
focusing these technical activities on supporting “early movers able to demonstrate credible results based
payments for carbon storage under REDD+ and commitments to developing monitoring, reporting, and

verification systems, and enabling policy structures such as land and resource tenure” within “globally
important forest landscapes” (USAID, 2012).

USAID’s Climate Change and Development Strategy’s Strategic Objective 1, Intermediate Result 1.2, includes
“mobilizing private finance” to “invest in land use practices that stop, slow, and reverse emissions from
deforestation and degradation of forests and other landscapes”. This will require linking national policies with
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sub-national planning and REDD+ projects under a regime of adequate MRV. Furthermore, USAID is
supporting partner countries with some of the tools to ensure that the financial and environmental benefits of
REDD+ efforts are distributed efficiently and equitably (USAID, 2012).

USAID’s Climate Change and Development Strategy’s Strategic Objective 3, Intermediate Result 3.1 is to
“integrate climate change across USAID’s development portfolio” and Intermediate Result 3.2 is to “elevate
the role of development in climate change dialogues and policies” resulting in that the “development agenda
is incorporated into all relevant climate change forums”. USAID wants both of its intermediate results to
focus on reaching out to public and private sector REDD+ financial stakeholders to leverage multilateral and
capital markets financing for REDD+ readiness while furthering integrating the intersection between climate
change and development through public-private sector engagement (USAID, 2012).

USAID’s Climate Change and Development Strategy also implements aspects of the US Government
Strategy for REDD+, released in October 2010. This USG “whole of government” program enables USG
assistance globally to meet climate change financing priorities and criteria within the frameworks of mutually
beneficial long-standing bilateral relationships by developing activities with host nations that conserve forests,
promote sustainable land use, and address deforestation through activities including the following:

® Supporting policies that improve forest governance and reduce deforestation such as developing large
scale forest-based climate change mitigation through its support for developing country-led low emission
development strategies (LEDS);

® Reducing greenhouse gas emissions from deforestation and increase carbon stored in forests through
implementing projects and programs that promote the production of and use of fuel-efficient cook
stoves in Africa; and

®  Accelerating the deployment of science and technology to monitor forests and land use changes through
programs such as SilvaCarbon, a program that enhances capacity worldwide for monitoring and
managing forest and terrestrial carbon.

5.4 OVERSEAS PRIVATE INVESTMENT CORPORATION

The Overseas Private Investment Corporation (OPIC) is the USG’s development finance institution. It
mobilizes private capital to help solve critical development challenges and in doing so advances US foreign
policy. OPIC has a strong track record of supporting renewable energy resources and clean technology
projects in emerging markets and, has made significant progress in advancing the US government’s pledge to
assist developing nations in combating climate change. OPIC is a USG instrument to help deliver on the
commitments made at UN Climate Change Conferences (OPIC Agency Review, 2011). OPIC’s strategic
climate change objectives are to promote renewable resources and climate change mitigation efforts through
its three lines of business: investment funds, insurance, and financing (loans).

FY2011 was by every measurement and by a considerable margin OPIC’s most successful year in the
renewable resources sector. OPIC financing supported economic growth in emerging markets, by leveraging
more than US$ 2 billion in additional financing for renewable resources projects.

OPIC’s activities to reach this objective include these highlights from FY2011, including pioneering REDD+
related investments:

®  OPIC Board approval for a US$ 40 million investment in a community based REDD+ and forest carbon
private equity fund;

® The first political risk insurance contract for a REDD+ project that will protect 64,318 hectares of forest
in Cambodia and sequester approximately 8.7 million mtCOZ2e; and

* Expansion of a sustainable biomass project in Liberia energy production.
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5.5 DEPARTMENT OF TREASURY

The Department of Treasury’s is a lead agency in multilateral development banks like the World Bank,
African Development Bank and in regional agencies like the Inter-American Development Bank and the
Global Environment Facility (GEF). The Department of Treasury’s funding requests that can be relevant to
REDD+ and forest management for FY 2012 are the following programs (US Department of Treasury,
International Programs Justification for Appropriations, FY 2012):

® Tropical Forest Conservation Act (TFCA) request of US$ 15 million for sovereign debt restructuring,
while generating funds to support forest conservation;

® Requests include US$ 190 million for the Strategic Climate Fund (SCF). The SCF is the other facility of
the multilateral Climate Investment Funds (CIF) and it supports three targeted programs to pilot new
approaches and scaled-up activities to address climate change challenges in developing countries. These
are the Pilot Program for Climate Resilience (PPCR), the Forest Investment Program (FIP), and the
Program for Scaling-Up Renewable Energy in Low Income Countries (SREP); and

® Requests for the GEF include US$ 144 million to provide incremental funding for projects that provide
global environmental benefits, such as reducing greenhouse gas pollution and conserving biodiversity.

5.6 MILLENNIUM CHALLENGE CORPORATION

The Millennium Challenge Corporation’s (MCC) has among its stated FY 2012 goals to assist in developing
REDD+ globally and climate smart agriculture (MCC Congtressional Budget Justification, FY 2012). These areas
also support MCC’s main focus on anticorruption, land rights and access, water supply and sanitation, finance
and enterprise development, and agriculture and irrigation. To implement these types of activities, MCC forms
partnerships through compacts and thresholds with developing nations that are committed to good governance
and economic freedom, though a competitive selection process that results in host-country led solutions and
implementation. One of MCC’s 2012 goals is to complement Indonesia’s participation in REDD+.

5.7 OTHER USG REDD+ RELATED ACTIVITIES

The agencies listed in Table 2 have priorities that are also related to climate change or aspects of REDD+ and
forest carbon markets, but have not specifically identified REDD+ as a focus area. Section 6 provides
recommendations that build upon what is already being done (Sections 5.1-5.6) or is related (Section 5.7) to
REDD+ and forest carbon markets.

Table 2: Summary of Other USG REDD+ Related Activities

USG Agency

REDD+ Related Activity

USG Agency

REDD+ Related Activity

Department of
Defense

Sustainable landscapes to reduce
security threats from migration
due to flooding caused by
deforestation and degradation.

Department of
Interior

Carbon sequestration and
sustainable management of land,
water, and wildlife and in the
US.

Department of
Labor

Climate change awareness raising,
mitigation, and adaptation related
to green job training.

Securities and
Exchange
Commission

Threats, legislation applications,
and physical risks from climate
change to public companies,
including emissions from
agriculture, forestry and other
land uses.
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USG Agency

REDD+ Related Activity

USG Agency

REDD+ Related Activity

Environmental | Regulations on climate change Department of | Office of Chief Economist’s
Protection issues including GHG emissions | Agricultute Climate Change Program Office
Agency (EPA) | under the Clean Air Act. (CCPO) can provide support for
standardizing and harmonizing
REDD+ global investments,
food security, and emissions
issues related to climate change
and forest carbon. The US
Forest Service’s International
Programs can provide leadership
on developing investment-grade
sustainable forest management
REDD+ projects
internationally.
Commodity On January 18, 2011, the CFTC Export-Import | Major GHG impacts of
Futures completed its report on the Bank investments they support
Trading oversight of existing and including measuring land use
Commission prospective carbon markets in the carbon impacts; ensuring
United States, fulfilling a investments do not promote
requirement established in Section degradation and conversion of
750 of the Dodd-Frank Wall forests.
Street Reform and Consumer
Protection Act. This report
highlighted the critical role of
oversight in a propetly
functioning carbon market, as well
as confirmed that the CFTC
currently has the proper authority
necessary to police the market.
US Fish and USFWS enforces the Lacey Act, United States USTDA provides grants directly
Wildlife which controls/limits the trading Trade and to overseas sponsors who, in
Service of illegally-sourced animals and Development turn, select US companies to
plants, including timber. The Agency perform Agency-funded project
agency’s Division of International | (USTDA) activities. An overseas sponsor

Conservation also implements and
administers conservation projects
and funds, such as the Great Ape
Conservation Fund in Central

Africa.

is a public or private entity with
the authority and ability to
implement a project. Covered
sectors include the environment
covering financing for feasibility
studies, pilot projects, and
technical assistance.

US GOVERNMENT INVESTMENTS AND POLICIES TO FACILITATE FOREST CARBON FINANCE AND MARKETS 21



6 RECOMMENDATIONS TO USG
TO PROMOTE REDD+ PRIVATE
FINANCE AND MARKETS

The financing of REDD+ activities, at the scale necessary to help avert climate change, faces the same
challenges as traditional infrastructure investments in developing countries. But it also faces unique challenges
including the fact that the investment returns are often completely dependent on the end market price for
emission reductions and that successful implementation requires moving traditional development activities
into a broader commercial framework. Developing market-based policies is critical to attracting private capital

and creating cost-effective environmental protection through the recognition of the economic value of
REDD+ (Groot et al., 2010).

A driving factor on the recent increased focus on market-based approaches is that public funding is
insufficient to tackle the problem at hand and thus private sector funding must be catalyzed. Halving
deforestation by 2030 will require funding of US $17 — US$ 28 billion per year (Eliasch, 2008); yet funding
levels through public finance agreements currently amount to only US$ 4.5 billion for 2010-12. Public sources
do not have the capacity to close this significant gap. Closing this gap with private capital will require a 200
fold increase in current annual global forest carbon upfront investment levels, which in 2010, were US$ 76
million (Peters-Stanley et al., 2011).

Forest carbon private investment will only flow at the speed, scale and pace necessary if supported by clear,
credible, and long-term policy frameworks that shift the risk-reward balance in favor of forest carbon
investments. The UNFCCC forecasts that through investments in REDD+ offset activities there exists the
potential to reduce projected global emissions by 39% by 2030 (UNFCCC, 2008). The challenge is to
efficiently use existing, though limited, public funding mechanisms to leverage private funds for REDD+
financing. Private sector investors need governments and international institutions to make catalytic public
sector investments within standardized frameworks in order to increase global forest carbon private
investment.

The recommendations for the USG to promote finance and markets for REDD+ are summarized in Table 3
with further explanation in Sections 6.1 through 6.16. The recommendations are organized according the
REDD+ finance and markets enabling framework presented in Table 1and are designed to promote
REDD+ Offset Supply and REDD+ Offset Demand. These recommendations are further divided into
key enabling requirements (quadrants) which on the supply side are Institutional Platforms and REDD+
Mitigation Activities and on the demand side are Primary Capital and Secondary Demand.
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Table 3: REDD+ Finance and Markets Enabling Framework - Challenges and Recommendations
(Note: Secondary recommendations as listed in Section 6.17 are not included in this table.)

REDD+ OFFSET SUPPLY

REDD+ OFFSET DEMAND

INSITUTIONAL FRAMEWORKS PRIMARY CAPITAL
Challenges Recommendations/ Challenges Recommendations/
Instruments Instruments

Absence of clear land titles
Absence of legal carbon titles
Limited knowledge of how
REDD+ design options impact a
country’s ability to engage private
investors and participate in future
compliance markets

Limited government
capacity/desire to engage in
private sector transactions in
REDD+

No clear processes and procedures
for gaining government approvals
for REDD+ mitigation activities
No or fragmented systems or
registry to track activities and
emission reductions

No jurisdictional REL and MRV
standards that harmonize and
integrate project-based and
national accounting

Insufficient financial accounting
standards

6.1 USG: REDD+
Coordination & Focus

6.2 USAID EGAT:
Improved Processes
for Securing Land &
Carbon Tenure

6.3 USAID EGAT:
Harmonizing Reference
Emissions Levels,
MRYV & Financial
Mechanisms

6.4 USAID:
Development
Innovation Ventures

6.10 US Treasury:
Tropical Forest
Conservation Act

6.11 US Treasury: Office
of Technical Assistance

® Nascent secondary demand (see
below)
o  Limited liquidity
o  No forward price curve
o  Limited exit opportunities
® Often high opportunity costs of
competing land use
® Country risk
® Counterparty risk (lack of credit-
worthy project entities)
® Deal sizes often small (< $2.0
million)
® Inconsistent MRV between project
and jurisdictional systems creating
risk
 Difficulty attracting capital
commitments to private equity-like
pooled vehicles
® Limited availability of debt at
project/program level
® No Forest Carbon Price Index -
allowing for transparency and
profit sharing in emerging markets

6.1 USG: REDD+
Coordination &
Focus

6.3 USAID EGAT:
Harmonizing
Reference Emissions
Levels, MRV &
Financial
Mechanisms

6.5 USAID: Global
Development
Alliance

6.6 USAID:
Development Credit
Authority

6.7 OPIC: Fund
Investments

6.8 OPIC: Political
Risk Insurance

6.9 OPIC: Loan
Structures

6.11 US Treasury:
Office of Technical
Assistance

6.14 Millennium
Challenge
Corporation

6.16 USG REDD+
Small-Grant
Funding Facilities

REDD+ MITIGATION ACTIVITIES SECONDARY DEMAND
Challenges Recommendations/ Challenges Recommendations/
Instruments Instruments

Diffused REDD+ funding,
without M&E tied to emission
reductions

Low level of REDD+ carbon
readiness

Insufficient REL, MRV that
harmonizes project and
jurisdictional approaches

TLack of capacity to create
investment-grade emission
reductions projects and programs
Lack of common implementation
systems and tracking platforms to
support multiple project partners
Limited capacity to engage in
negotiation of fair investment
terms with private investors

6.1 USG: REDD+
Coordination & Focus

6.3 USAID EGAT:
Harmonizing Reference
Emissions Levels,
MRV & Financial
Mechanisms

6.4 USAID:
Development
Innovation Ventures

6.5 USAID: Global
Development Alliance

6.6 USAID:
Development Credit
Authority

6.10 US Treasury:
Tropical Forest
Conservation Act

6.11 US Tteasury: Office
of Technical Assistance

® Low level of CSR buying activity

® Limited regulatory compliance
systems that accept REDD+
offsets

® No compliance price signal

® Limited assurance of development
of secondary market

® No publically funded, credit
purchase facility, open architecture
pay-for-performance based public
funds

® TLack of international UNFCCC
framework

® Limited bilateral demand

® Low or no domestic demand

6.1 USG: REDD+
Coordination &
Focus

6.8 OPIC: Political
Risk Insurance

6.9 OPIC: Loan
Structures

6.12 Environmental
Protection Agency

6.13 Federal Trade
Commission: Rules
on Green
Marketing Claims

6.15 USG REDD+
Carbon Purchase
Facilities
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6.1 USG: REDD+ COORDINATION & FOCUS

The USG has a REDD+ Strategy and a number of agencies are undertaking valuable REDD+ finance-related
activities. Yet coordination amongst all USG agencies, for the purpose of leveraging capital markets to fund
REDD+ “pay-for-performance” activities, resulting in achieving REDD+ goals can be improved. As
described in Section 5, several USG agencies including USAID, OPIC, Department of State, Department of
Treasury, and MCC have approaches to, or projects dealing with, REDD+ activities. However, a formal
coordination body that is tasked with coordination and leverage of USG REDD+ funds and developing
activities that catalyzing private sector finance activities for REDD+ does not exist. As a result, opportunities
to leverage public sector financing through harmonized activities are missed. Furthermore, REDD+ efforts
are often bundled as components of larger projects, diluting their focus and involving partners less equipped
and sophisticated in implementing REDD+ activities. This creates a repeated invention of the wheel, cost
inefficiencies, and divergent approaches. Overall, this approach is costly to the USG and does not advance
REDD+ as a global tool with the full range of USG resources to produce emission reductions, improve
livelihoods, and enhance biodiversity.

Recommendations

There is a need to develop an inter-agency coordination body to implement executable REDD+ investment-
grade financial architecture and funding strategies in the near-term in line with an overarching USG
sustainable land use strategy. This includes communicating REDD+ financing opportunities with relevant
USG agencies in order to: 1) inform the agencies of what the USG is currently implementing and planning, 2)
inform the agencies about global REDD+ efforts, 3) lead a discussion on needs and opportunities for
REDD+ and forest carbon markets, and 4) offer an environment to coordinate and implement REDD+ and
private finance-catalyzing activities. Table 4 summarizes how each recommendation addresses the challenges
identified in the REDD+ finance and markets enabling framework in Table 1.

Pros and Cons

While inc